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Can the Control of Money Stop 
| Today’s Inflation? 


* 


_ Mk. FriepMan: This country is committed to a major effort to in- 
crease its armed strength. This effort has barely begun. Production of 
armed goods is not much larger today than it was before Korea; yet we 
are already facing one of the most serious problems of the armament 
effort. As we all know, prices have been rising rapidly and are con- 
tinuing to rise. Why have prices risen so rapidly despite the absence of 
extensive war production? Was this price rise necessary? How could it 
have been avoided? What can and should our policy be now? 

Two weeks ago the government adopted a program to freeze prices 
and wages. Chandler, you have worked with a congressional committee 
on our economic policy. Is the freeze an answer to our present infla- 
tion problem? 


Mr. Cuanoter: No, the price and wage freeze is not a complete 
answer to the problem. It deals only with the symptoms of inflation in 
this period. The basic causes are to be found on the side of money— 
that is, too much spending relative to the goods and services which can 
be made available. If we are going to get to the basic causes, we have to 
hold down the total spending power; and that, of course, necessitates 
looking at monetary policy, which most people think is too compli- 
cated to be considered. 


_-Mr. FriepMan: As a businessman, Kestnbaum, you meet these prob- 
lems every day. In your judgment, is the freeze the answer to inflation? 


~ Mr. Kestnsaum: Most certainly not. It will perhaps delay the impact 
upon prices and wages, but I want to point out that it has certain very 
undesirable consequences. In the first place, we are beginning to freeze 
our economy even before the impact of this war production has really 
been felt. We are rendering our economy less flexible, less adaptable to 
its needs. And, furthermore, we always know that price controls are 
highly deceptive. There are changes in quality of goods and in the 
availability of goods, so that this is only an attempt to deal with the 
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problem and in my judgment does not go to the heart of the problem 


Mr. FrrepMan: This inflation of the last six or seven months seemr 
to me to have been utterly unnecessary. It could have been stopped b: 
effective action on the part of our monetary authorities—the Federa 
Reserve Board and the Treasury—to keep down the supply of mone: 
and to prevent it from increasing. Because they have not done so, wi 
have had drastic price rises. The cost of living alone has gone up some 
thing like 8 per cent since Korea. Kestnbaum, what started this proces 
going? 

Mr. Kestnzaum: It is obvious that Korea had a very profound im 
pact upon the psychology of all our people. As soon as there was a gent 
eral feeling that a rearmament program would be necessary and thai 
there would be the resulting demand for a large production progran 
and a probable scarcity of civilian goods, we had a very rapid respons: 
on the part of people. Consumers rushed in to buy goods which ther 
thought might be higher in price or in short supply. Manufacturer 
foe Bods that they thought might become scarce. Labor union 
moved in very quickly to ask for wage increases on the grounds tha 
the cost of living would go up and that there might be some possibility 
of the freezing of wages. 

The point which I am trying to make is that the psychological im 
pact of this program was very great. We entered an inflationary move 
ment long before there was any actual impact on the economy of th 
defense program. 


Mr. Cuanpter: Of course, I agree that it was the electric shock o 
Korea that made both consumers and businessmen step up their rat 
of spending. They were afraid of the increased prices which they ex 
pected and were also afraid of scarcities. So, there is no question bu 
that it gave them the motive for wanting to spend more. 

But the fact is, of course, that they could not translate this desire t 
spend into actual spending unless they could get the money. Thus a 
increase of money was necessary to make this demand effective. Nov 
in general, of course, people could get more money to spend in onl 
one of three ways. In the first place, they could draw on some of thei 
idle balances, which were fairly large as the result of World War ] 
experience. Another way that they could get the money to spend we 
to sell some assets which they had to other people. In that case, c 
course, when one person had more money to spend, somebody else ha 
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less. But the third way, and the one which was very important, was 


that they borrowed more money from the banking system. 


_ Mr. FriepMan: Before we get into that, it is worth pointing out that 
people did not get more money by government expenditures, because 
while the government during this period was trying to step up its ex- 
penditures too, it did not succeed very rapidly; and, equally impor- 
tant, tax collections were also increased. So that during this period of 
which we are speaking the government took out of the pockets of the 
people somewhat more than it paid in. Indeed, from an economist’s 
point of view this is a nice case, because many things which ordinarily 
complicate the economic analysis of what happens were not present. 
The government was taking in about as much as it was paying out. We 
had full employment, so that there was no possibility of meeting the 
demands of these people by more production. What happened was that 
people who wanted to buy more and more goods tried to spend more 
money. 


Mr. Kestnzaum: Is it your idea that the fact that the funds were 
available for them to spend is really responsible for this inflation? I 
would take the position that we had a combination of two factors: First, 
there was a great urge for additional goods, arising very largely through 
fear and uncertainty. And then it is true, of course, that the banking 
system made it possible for funds to be provided. But one is certainly 
just as important as the other. And it is not easy to suggest that we 
sould have dealt with this problem without approaching both these 
aspects of it. 


Mr. FrrepMan: I always have a desire to buy more than I am now 
guying. There is no limit to what I would buy if I had the funds to do 
t. And, similarly, the fact that businessmen and consumers were 
afraid of further price rises, were afraid of a scarcity of goods, meant 
hat they would buy more goods if they could get the funds with which 
o do so. As Chandler has said, they had to get the funds, either by 
ising idle balances or by turning to the banks to get more money in the 
orm of loans. 


Mr. Kestnsaum: I would like to point out here that it was considered 
senerally desirable to facilitate some expansion of the economy. War 
sroduction would certainly have to be stepped up. Many of these were 
tems for which many people anticipated the need for larger produc- 
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' 
tive capacity. This was not all of a speculative nature by any means 
Many of these companies felt that they were acting in the best interest 
of the country by putting themselves in a position to take care of in 
creased war production when it became necessary. 


Mr. Cuanpuer: Of course the fact is that the increased loans wer 
not to the government. They were to consumers and to businessmen for 
civilian purposes, not for war purposes. This was hardly a period wher 
we wanted to step up this kind of civilian expenditures. I would wan 
to emphasize the fact that this is a civilian inflation up to this point. 


Mr. FrrepMan: And the way in which the civilians got the money t: 
produce this inflation was in large measure by borrowing money fron 
the banks. Now, when they borrowed money from the banks, in orde 
for the banks to lend them the money, the banks themselves had t: 
have the means. Where did they get those means? 


Mr. Cuanpter: They got the money that they used to lend by sellin: 
securities to the Federal Reserve. The Federal Reserve bought the sect: 
rities and created new money with which to pay for those securities 
This money went to the banks, and they could use it to increase thei 
reserves and to increase their loans. 


Mr. FRriepMan: You say that “they created new money.” In simple 
terms, I take it that this means that the Federal Reserve System, whe: 
it bought a government bond from a bank, either printed the littl 
pieces of green paper which we all try to carry around in our pocket 
or else wrote an entry on a book which was a deposit to the credit c 
the bank. It said to the bank, “We will honor your demands on us up t 
this amount.” 


Mr. Cranpier: Yes. We could take a specific example on that. Let u 
suppose that an individual, or an insurance company, or a bank wante 
some new money. The Federal Reserve was standing by ready to bu 
all the securities which anyone would offer to it. If a person took th: 
security to the Federal Reserve and sold it to the Federal Reserve, the 
the Federal Reserve would create absolutely new money to pay for i 
Some of the money is the green stuff which we carry around in ov 
billfolds, mostly called Federal Reserve notes. But most of the mone 
was in the form of checking deposits. In this case, however, they wet 
checking deposits for the banks, which the banks called their reserve 


Mr. FriepMan: And if the Federal Reserve System had not bougl 
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he 


these bonds, individuals would have still tried to sell them, but they 
would have been able to sell them only to one another, so that what one 


person got in additional resources would have meant less available for 
somebody else. 


Mr. Kestnsaum: Allow me to point out, of course, that this process 
which you have described is the necessary and proper functioning of 
the banking system. The banking system is neutral on these points. It 
creates and develops the money which is needed for the economy; and, 
when the economy demands it, it is produced. Now, who had the re- 
sponsibility for determining that this was not a highly desirable policy? 


Mr. Cuanpter: Legally, of course, the responsibility lies on the Fed- 
eral Reserve System. I would like to go on though and point out that, 
although the banks have the function of lending to private business, 
that does not mean that they should be allowed to create all the money 
which is demanded at any time. An inflationary period, when prices 
are going up, is a time when the demand for money is highest; and if 
the banking system goes ahead and creates unlimited amounts of 
money, it can only serve to feed the inflation. It cannot increase the 
total output. 


Mr. FrrepMan: I take it that the culprit here is not the private banks. 
No one can blame them for trying to expand their loans as much as 
they could. But they could not have expanded their loans if the Federal 
Réserve System had not provided them with the wherewithal to do so. 
What happened in this period is written large on the statistical record. 
Bank loans to their clients went up some 20 per cent in the seven- 
month period from before Korea to the end of last year. The total 
supply of money, the total amount of bank deposits and of money 
which people carry around in their pockets, went up something like 
7 to 8 per cent. 

This was all made possible by the fact that the Federal Reserve Sys- 
tem bought some three and a half billion dollars’ worth of bonds. It 
increased its own bond holdings by something like 20 per cent and in 
the process created large amounts of additional reserves for the banking 
system which, in turn, the banks used as a means to expand loans. 


Mr. Kesrnzaum: Is it your proposition that this could have been 
avoided by specific action on the part of the Federal Reserve System? 


Mr. Frrepan: I think that nothing would have been easier had the 
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Federal Reserve System simply refused to buy the bonds; had it refusec 
to create the additional money; or indeed, if necessary, had it sold bond 
to the public and in this way taken money out of circulation, because: 
when the Federal Reserve System sells a bond, somebody has to pay 
for it, and that amount is subtracted from the money in circulations 
Had the Federal Reserve System taken these actions, it is my own feel] 
ing that prices today would be about where they were in May of las: 
year. They would not be where they are—some 8, 10, or 12 per cen) 
above that level, depending upon what prices you are thinking of. 


Mr. Cuanpier: I am not quite so sure that it would be feasible tc 
have stopped the inflation dead in its tracks as of last June. I quite agree 
that prices probably and almost certainly would not have been as high 
as they are today if the Federal Reserve had not followed this policy of 
creating all the money which anyone wanted to borrow and spend. I 
think that we would certainly agree, however, that, in this past period. 
the Federal Reserve System ought to have refused to buy government 
securities and perhaps it should have sold some. 


Mr. Kestnsaum: There might be some questions as to the effect 
upon the economy of the kind of policy which you have described. But 
if it is as simple as you suggest, what I want to know is why the Federal 
Reserve did not adopt this policy. 


Mr. FriepMan: One of the effects upon the economy to which you 
are referring, Kestnbaum, is that the way in which the Federal Re 
serve would have had to implement its policy by selling government 
bonds or by refusing to buy them. Now, in the process of selling gov. 
ernment bonds, or refusing to buy them, it would have driven dowr 
the prices of government bonds. In addition, aside from governmen 
bonds, this would have meant, of course, a somewhat higher interes 
rate for credit in general. By restricting the amount of credit, it become: 
more difficult to get it; and one effect of that is that it becomes mor 
expensive—and higher interest rates. The Treasury and Secretary 
Snyder have taken the position that the bond market must be main 
tained and supported. 


Mr. Cuanpter: I do not sympathize at all with the position taken by 
the Secretary of the Treasury on this matter. I suppose though that it i 
only fair to point out that his responsibility is primarily that of deb 
management and that he does not have legal responsibility for mone 
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tary management. That means probably that he will place undue em- 
phasis upon his own convenience in managing the debt. And he has, 
of course, emphasized three main points to support his position. The first 
one is that he wants to maintain low interest charges on the federal 
debt. With the interest charges to the federal government running at 
almost six billion dollars a year, he keeps emphasizing that any signif- 
icant rise of interest rates would add to the cost of the government 
budget. Another point of which he makes a good deal is the fact that, 
if government securities were allowed to fall in price, he might find 
it more difficult to sell them and keep them sold to people. As he puts 
it, the credit of the government might be affected in an unfortunate 
way. And his third point is that a decline in the price of government 
securities would tend to injure banks, insurance companies, and others 
who hold the long-term securities. As I say, I am not very sympathetic 
with his position, but those are the arguments which he puts forth. 


Mr. FrrepMan: I must say that his position seems to me shortsighted, 
both from the point of view of his immediate problem of debt manage- 
ment and, more important, from this point of view, which we have 
been discussing, of general economic policy. From the simple debt- 
management point of view, the attempt to keep up the prices of govern- 
ment bonds and to keep down the interest rate may seem, on the sur- 
face, as if it made his task of debt management easier. But if the cost 
of that is that all other prices in the economy tend to rise, it may have 
the opposite effect. After all, the people of this country remember very 
well the government bonds which they bought during the last war. 
While they can get back the number of dollars promised, those dollars 
have much lower purchasing power. If we again have a period of ris- 
ing prices, I cannot believe that the American people are going to be 
willing to buy any large volume of government bonds, when they face 
the prospect that, on turning them in, they will be able to buy fewer 
goods and services with them. So that, even from the point of view of 
managing the debt, the Treasury’s policy is extremely shortsighted. 


Mr. Kestnpaum: It would seem to me that the Treasury is seeking 
(0 protect something which it considers quite valuable—namely, the 
sredit of our government. To a man who is trying to finance the huge 
sxpenditures which are involved, this certainly is a very important 
factor. _It may well be that, in the light of the larger considerations 
which are involved, the Treasury should have been less obdurate in its 
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stand, both as to the question of interest rates and as to the question ot 
support. I recall that there were some very large insurance companie: 
which felt that the bond-support policy was unwise even before Korea 
But we have to recognize that the strict application of the policies whicl 
you have proposed would create certain strains on the economy. It doe: 
seem to me that the Treasury must have had this in mind and that thy 
Federal Reserve Board must have had this in mind. But if we had fol 
lowed the general reasoning which you have suggested, then I woulc 
like to ask not only what might have been done but why did not thy 
Federal Reserve Board act anyway? It could have acted on its own. 


Mr. Cuannier: The Federal Reserve has no legal obligation to hole 
up the price of government securities. There is nothing in the Federa 
Reserve Act which tells it that it should do that. As a matter of fact 
the whole spirit of the Federal Reserve Act, as it has been amended ove 
a period of thirty years and more, is that the function of the Federai 
Reserve System is to manage the money supply in such a way as te 
contribute to general economic stability. I believe that the present polic 
violates the spirit of that Act. So, I want to make the point that th 
Federal Reserve Board is under no obligation to do this. It is only : 
policy undertaking which merely indicates an unwillingness for som: 
reason or other of the Federal Reserve Board to fly in the face of th 
Treasury and to follow the policy which would be stabilizing in it 
effect. 


Mr. FrrepMan: This conflict, of course, has come out into the opet 
recently in dramatic fashion with the President intervening in it. But i 
should be noted that the policy on the part of the Federal Reserve o 
following the Treasury is one of long standing. It has pursued thi 
policy consistently for the last ten years. Only in the last year or so hav 
there really been signs of real dissatisfaction with it on the part of th 
Federal Reserve System itself. It is long past time, I believe, that thi 
policy of following the Treasury be abandoned. The Federal Reserv 
System ought now to assert its independence of the Treasury. The in 
flation of the past seven months could have been prevented, I think, : 
it had done so. This inflation might well be called a “Treasury inflz 
tion.” 

But we are today facing the future as well as the last seven month: 
It seems to me time now to do whatever we can to make up for pas 


— ee en 


THE UNIVERSITY OF CHICAGO ROUND TABLE - 9 


mistakes. And certainly that means that the Reserve System ought now 
fo take action to restore control over the quantity of money. 


_ Mr. Cuanoter: I like the way you put that—“they should take action 
fo restore control over the quantity of money.” Too many of the news- 
paper reports make this sound like a trivial issue relating to a small 
change in the interest rate. The primary objective in monetary policy 
is not to control levels of interest rates. The primary objective is to 
restore control of the money supply. I do not, however, know of any 
way to restrict the money supply without getting, as a result, some 
increase of interest rates. 


Mr. Kestnsaum: Should this not be part of a larger program? Even 
though we agree that this is the critical factor in this whole develop- 
ment, is it not true that we have to have something approaching a na- 
ional policy which will involve tax policy and many other factors if we 
are going to accomplish a desirable result in these circumstances? 


Mr. FriepMan: It certainly will involve many other policies, but it 
seems to me that we ought to emphasize the importance of this par- 
icular policy which could be taken today without any new legislation. 
We ought to make it clear what it is that the Federal Reserve System 
should do. It should, in my view, take the position that its primary re- 
sponsibilities, and its primary concern will be with the supply of money 
and the price level. It should stand ready to sell government bonds, if 
1éCcessary, to draw money out of circulation. In this way it should re- 
store control over the supply of money; and, in my view, it should per- 
evere in this effort, even though it may mean, as an incidental effect, 
ome rise in interest rates on government bonds and other loans. 


Mk. Kestnzaum: On the other hand, I would like to raise the ques- 
ion here as to how this would affect our defense program. Now, re- 
member, we must expand our production. There are many industries 
which are going to need very much larger production than they have 
ver had before. They are going to have to build large installations 
which require money. This money must be provided. It can be pro- 
rided, on your theory, only by imposing a very great strain on other 
ndustries. And while this sounds highly desirable, I should like to point 
yut that the strains may be very great. 


Mr. FriepMan: The essential point here is that we have no choice 
bout what we do on physical grounds. In order to expand war produc- 
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tion, we must contract civilian production. The physical realities ar 
that this expansion of which you speak, this construction of new plants 
the use of more labor and material in armament production, can com: 
about only by a diversion from civilian production. 

Now, if we let these industries get additional credit over and abov; 
the credit which is now being granted to civilian industries, the resul 
will be that they can pull away the materials and the men only b; 
raising prices. 


Mr. Cuanpter: The point which should be emphasized here is tha 
the credit should be redirected away from civilian goods industries ane 
toward the defense industries in order to pull productive resource: 
toward the defense effort. You can impede only the defense effort if th. 
civilian sectors of the economy find it easy to borrow in order to spena 
away from the military. 


Mr. Kestnsaum: The point which you make, of course, is one whicl 
many people are conscious of: As you seek to direct credit into it 
proper channels, you will be doing great violence to certain areas o 
the civilian economy. It is true that in the aggregate we enjoy a ver 
high standard of living and that the American people can certainh 
afford to make some sacrifices and must make some sacrifices for thi 
effort. But people being constituted as they are often are very reluctan 
to do the things which they are supposed to do. Large elements in th 
economy have tended to give notice that they do not wish to suffe 
a loss in their standard of living. Is it your judgment that they cai 
maintain this position? 


Mr. Cuanpier: The decrease in the standard of living will not be - 
result of financial policy; it will be a result of the physical necessities o 
the defense program. The financial program can help only to distribut 
this sacrifice among the various elements of the community; inflatio: 
seems to me to be a very poor way to distribute these burdens. 


Mr. FriepMan: Your comments are bringing us away from the topi 
which we have been discussing mostly of what has happened durin 
the last seven months and to the topic which is of more immediat 
interest: What shall be done now in view of the future danger of ir 
flation? I take it that the situation which we are now entering is on 
which is somewhat different from the period through which we hav 
gone. 
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Mr. Cuanpier: Yes, government expenditures are just starting to 
low in large volume now, and there is every reason to think that they 
vill accelerate as time goes on. This will have a sort of a double- 
arreled effect on inflation. In the first place, it will feed out larger 
mounts of money to the civilian part of the economy, at the same 
ime that it is taking away goods and services, so that inflationary pres- 
ures will unquestionably rise unless some counteracting measures are 


aken. 


Mr. KestnsauM: You would argue on that basis, then, that it is all 
ight for certain prices to rise, particularly of civilian goods which are 
ot in the most essential character. I tend to agree with that general 
roposition. 


Mr. FriepMan: To offset these government expenditures, it may be 
nat some particular prices will rise. But surely what we would like 
) do is to prevent prices in general from rising. And the way that we 
an do that is by offsetting additional government expenditures by ad- 
itional taxes. 


Mr. Kestnzaum: It seems to me that this program must include a 
umber of additional factors. Certainly we must have a tax policy 
hich makes it necessary for us to pay as we go. Certainly we must 
ave high excise taxes on those goods which compete with the require- 
ients of the military program. Certainly we must have confidence on 
1é part of the American people in their leadership and in the general 
rogram which is being adopted so that they will buy bonds freely with 
1e confidence that those bonds will retain their value. In other words, 
tis takes more than the technical application of credit limitations. 


Mr. Cuanoter: An essential part of it, it seems to me, though, is an 
Jequately restrictive monetary policy. It makes very little sense to use 
xation to take spending power away from people at the same time 
lat an easy-money policy is making it progressively easier for them 
. borrow and buy. 

Mr. FriepMan: Then you are saying, Chandler, that having taxes to 
fset government expenditures is not enough? 

Mr. Cuanpier: No, it is not enough. Monetary policy has to be a 
urt of the program. There is no reason to think of them as competi- 
ve methods. They are really complementary methods of preventing 
flation. 
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Mr. FriepMan: Can monetary policy alone do the job? 
Mr. Cuanpier: I doubt it very much. 


Mr. Kesrnsaum: In other words, you would agree that this require 
an over-all program which the people understand, so that the sacrifice 
which must be made here will be made equitably on a basis that wii 
satisfy us that we are moving in the right direction. 


Mg. Friepman: If I sense where we are coming out, I agree with ya 
very much, Kestnbaum, that we must have an over-all program whic 
includes more than the particular measures about which we are talkin 
here. Certainly our armament effort, our willingness to undertake th 
sacrifices involved, will be much increased if we can have a comme 
feeling of community, a common feeling that we know where we an 
going, and that we know what our leaders have in store for us. 

The point I would like to emphasize is, however, that all this mu. 
rest on two essential pillars. A sound economic program for the comin 
period must have, as one part of it, a fiscal policy which involves is 
creased taxation to offset the effect of increased government expend 
ture. It must also have a monetary policy which prevents civilians frox 
adding fuel to the inflation. 


abs 


THE FAILURE OF THE PRESENT MONETARY POLICY* 
* 


UR purpose in preparing this statement is to show that the present 
nonetary policy of the Federal Reserve is highly inflationary, that the 
monetary actions of the Federal Reserve since Korea have permitted 
he marked price rise which has already occurred, and that the Federal 
Xeserve, presumably under the influence of the Treasury, is pursuing 
n ill-conceived policy that will interfere with effective mobilization of 
ur economic strength even though taxes are increased enough to keep 
he federal budget in balance. 

Prices are rising at an alarming rate. This rise is widely attributed 
o the armament effort, to the efforts of business firms as they get ready 
or military contracts, and to speculative purchases by businessmen and 
onsumers in anticipation of further price rises. This explanation neg- 
ects the critical role being played by a misconceived monetary policy 
MN permitting these armament and private efforts to produce a price 
ise. As a result of the monetary failure, the government is now com- 
nitted to drastic measures in its attempt to control prices and wages 
vhich do not strike at the root causes of inflation and which impair the 
reneral efficiency of the economy and, also, affect adversely the arma- 
nent effort. 

Actually the production of armament is as yet a mere trickle. The re- 
ent price rises cannot, therefore, be attributed to expenditures on these. 
Neither can they be attributed to other expenditures by the federal gov- 
rmment. During the second six months of 1950 the federal government 
ook in substantially more than it paid out. The federal budget was, 
herefore, if anything, a deflationary rather than an inflationary force 
luring this period. True, as armament expenditures rise, this situation 
vill change unless new taxes are levied to meet the increased expendi- 
ures. Such additional taxes should be levied. But the recent price rises 
annot be attributed to failure by Congress to enact adequate taxes. On 
he contrary, the willingness of Congress to impose new taxes has been 
he brightest spot in our economic policy during the last six months. 


* Prepared by seven members of the Department of Economics of the University of 
thicago (see p. 18). Reprinted by special permission. 
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FEDERAL GOVERNMENT CASH BUDGET* 


1950, Second Half 
(In Billions of Dollars) 
Cash receipts: sa: 2ec <r get. bs asses meer 21.9 
Cash) spayments » .sc> ce 22so.S)- $52 bee eee 19.95 
1.95 


* Source: “Annual Economic Review by the Council of Economic Advisers” in T! 
Economic Report of the President (January, 1951), p. 160. 


The expectation has been that there would be substantial armamez 
expenditures in the future, that a wide variety of goods would be us 
available, and that there would occur future rises in prices. The expe: 
tation has given a strong incentive to businesses and individuals to bu 
now. The repeated threats by government of wage and price ceiling 
have further promoted price rises by serving notice on any groups thi 
can exercise control over prices or wages to increase them before it — 
too late. But neither force could have produced a price rise togethe 
with full employment and a high level of output unless businesses ani 
individuals had been able to get funds with which to finance addition: 
purchases. Anticipations of future price rises could have been prevente 
from producing a price rise by a vigorous monetary policy designed t 
make credit tight, to prevent an increase in the quantity of money, o 
if necessary, to decrease the quantity of money in order to offset a ris 
in the rate of use of money. 

Instead of following such a policy, our monetary authorities hav 
done nearly the reverse. They have provided additional reserves to th 
banking system, thereby making it possible for banks to expand bot 
their loans and their deposits at an extraordinarily rapid rate. The loar 
have provided the financial means for speculative purchases; the dc 
posits have provided the circulating medium for the larger money vo 
ume of transactions. The consequences are written clearly and dramat 
cally in the statistical record since Korea. From May 31 to the end c 
1950, bank loans rose by nearly $10 billion, or nearly 20 per cent. Ac 
justed demand deposits, the most active component of the money suy 
ply, rose by over $7 billion, or over 8 per cent. Currency outside bank 
rose only slightly, by about $0.5 billion, so that the total circulatin 
medium rose by 7 per cent. This increase in the money supply we 
made possible primarily by Federal Reserve purchases of governmer 
securities. Federal Reserve holdings of government securities rose b 
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MONEY AND CREDIT DATA, BANKS OTHER 
THAN FEDERAL RESERVE BANKS* 
ENnp oF 


May, 1950 December, 1950 
(In Billions of Dollars) 


Demand deposits adjusted............. 85.0 Det 
Currency outside banks................ 24.7 e252 
Total circulating medium............ 109.7 117.3 
SRST Me erin dt oat eva 59.5 58.9 
Total privately held money supply.... 169.2 176.2 
Cee O EY EADS STS Se ee 51.2 60.8 


* Source: “Annual Economic Review” and the Federal Reserve Bulletin. 


most $3.5 billion, or 20 per cent. Almost half of this increase was 
fset by a gold outflow, but nearly $2 billion was added to member- 
ink reserve balances by the security purchases and other Federal Re- 
rve operations. The resultant 12 per cent increase in reserves was 
ore than enough to support the 8 per cent increase in demand de- 
sits, so that excess reserves were actually more than twice as large 
the end of 1950 as they had been seven months earlier. 

With a rise of over 8 per cent in demand deposits, it is little wonder 
at personal income rose about 10 per cent, wholesale prices about 11 
sr cent, cost of living by nearly 6 per cent. It is no accident that these 
ures are so nearly of the same magnitude. This is about as clear a 
se of purely monetary inflation as one can find. 

These are admittedly highly technical matters, which is one of the 
ain reasons why, as professional economists, we feel it incumbent 
1 us to call them to the attention of the public. They clearly are tech- 
cal matters of the gravest importance. The price rise of the last six 
onths could almost certainly have been largely or wholly avoided by 
fective monetary action. Indeed, prices would probably today be little 
yove their level in May if the Federal Reserve System had kept its 
sidings of government securities unchanged instead of adding to them 
: $3.5 billion. 

The Federal Reserve System has had ample legal power to prevent 
e recent inflation. Its board of governors are an able and public- 
irited body of men. Their failure to stop the inflation can be charged 
ither to impotence nor to ignorance nor to malice. Why then have 
ey failed to use the means at their disposal? 
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OPERATIONS OF FEDERAL RESERVE SYSTEM* 
May 31, 1950 December 31, 1950 


(In Millions of Dollars) 

U.S. Government securities .......... 17,389 20,778 

Total credit outstanding ...........-- 17,935 22,216 

Gold stodi§po eos eee ee 24,231 22,706 
Member-bank reserve balances: 

SPotals fon fra eee oe eater ee eee 15,814 17,681 

Excess reserveS .......-...-+0-+- 526 1,174 


* Source: Federal Reserve Bulletin, January, 1951. 


The failure to tighten bank reserves since Korea is a consistent pa: 
of the financial history of the last decade. One cost of effective use ¢ 
monetary measures to stem inflation is a rise in the interest rate on th 
government debt. The major weapon available to the Federal Reserv 
System is control over its holdings of government securities. Sales « 
securities produce a flow of money into the Federal Reserve Systes 
and out of currency in circulation and out of bank reserves. This actic 
reduces the availability of credit to the public. This weapon has ne 
been used effectively throughout the last ten years because the Treasut 
and the Federal Reserve System between them have been unwilling 1 
let one particular price, the interest yield on government bonds, ri: 
more than fractionally. They have preferred to hold this one price dow 
even at the cost of facilitating a rise in all other prices. It is long pa 
time that this shortsighted policy was abandoned. 

These remarks are clearly of more than historical interest. The prol 
lems we have been facing during the last six months are unfortunate. 
likely to plague us for a long time. A sound economic policy for th 
period should rest on two pillars: monetary policy and fiscal policy. 
should use monetary policy to prevent the civilian sphere from addin 
fuel to inflation; it should use fiscal policy to offset the inflationas 
pressure of government spending. The need for fiscal policy, speci 
cally, heavier taxation to match heavier expenditures, is fortunately t 
now widely recognized. The need for, or even the possibility of, usin 
monetary policy is hardly recognized at all. Nor can we accept the di 
tum of the Council of Economic Advisers that “because of the needs « 
debt management . . . general credit policy cannot be expected to be 
major anti-inflationary instrument during the coming period of inte: 
sive mobilization.” The prices at which the citizens of this country cz 
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goods and services are much more important than the price at 
ch the government can borrow money. 

“The so-called “needs of debt management” have been magnified out 
f all Proportion to their actual importance in economic policy. A de- 
ermined policy to stop inflation will have numerous consequences, one 
# the least important of which would be a rise in the interest rate on 
jovernment debt, a rise that would probably be moderate. But even 
rom the narrow point of view of “debt management,” the policy being 
ollowed by the Treasury is, to say the least, shortsighted. The nearly 
>> billion of Series E bonds outstanding can be redeemed at the will 
if their holders. Further price rises that continue to reduce the real 
falue of these bonds are almost certain to produce sooner or later a 
lood of redemptions of outstanding bonds, to say nothing about the 
fiect of further price rises on the willingness of the public to purchase 
ditional savings bonds. This outcome would raise far greater diffi- 
uilties for “debt management” than a rise in interest rates. 

’ Monetary measures to keep down the supply of.money have the great 
idvantage that they operate impersonally and generally, affecting all 
like. They do not interfere with the details of day-to-day operation, re- 
juire no great administrative staff to enforce them, do not interfere 
with, but rather add to, the incentives to produce efficiently and eco- 
tomically. By preventing an expansion of credit, they assure that credit 
ibtained to finance armament production is at the expense of credit for 
ther purposes instead of in addition to such credit. In this way, they 
make the financial operations consistent with the physical operations. 
[he physical resources for armament production must largely be ob- 
gained by diversion from other uses; they can more easily be so obtained 
f the financial resources are diverted as well. 

=Monetary policy cannot serve two masters at once. It cannot at one 
ind the same time buttress a strong fiscal policy in preventing inflation 
fd be dominated by the present misconceived cheap-money policy of 
he Treasury. The necessity of making a clean-cut choice between these 
Wo objectives has been obscured by brave talk and rear-guard actions 
y the Federal Reserve—the raising of reserve requirements, moral 
uasion of the banking fraternity, selective controls on instalment and 
tock-market credit, and the like. These are all doomed to failure so 
ong as the Federal Reserve System stands ready to buy unlimited 
mounts of government bonds at essentially fixed prices. 

Our national security demands a major armament effort. This arma- 
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